
Domestic Nonfinancial Corporate Profits 

By BRUCE T. GRIMM 

D< 'OMESTIC profits of nonfinancial 
corporations increased strongly from 
1950 to 1979, although growth was 
temporarily reversed several times 
during the period. This general char
acterization fits all of the measures 
discussed in this article—corporate 
profits with and without inventory 
valuation and capital consumption ad
justments, profits alone and in combi
nation with corporate net interest, 
and with each of these before and 
after deduction of corporate profits 
taxes. Depending on the measure ex
amined, the increase was in the range 
of 350 to 725 percent from 1950 to 
1979, and growth was reversed six or 
seven times. 

This article uses national income 
and product account (NIPA) estimates 
of these measures. The measures are 
identified and shown in relationship 
to each other in chart 6. The three 
decades of estimates of profits, and 
also the estimates of corporate gross 
product and fixed capital that are 
used in the analysis of the profits 
measures, incorporate the results of 
the comprehensive revision of the 
NIPA's completed in 1980. 

The article is in two sections. In the 
first section, developments in these 
measures are reviewed in terms of 
ratios to nonfinancial corporate gross 
domestic product (NFC GDP) and, less 
extensively, in terms of rates of 
return to capital. The ratios are used 
because they permit analysis that ab
stracts from the trend growth in prof
its resulting from the increasing size 
of the domestic nonfinancial corpo
rate sector. Attention is focused on a 
drop in the ratios from the 1950's and 
1960's to the 1970's. The size of the 
drops in the various measures are 
compared and a rough quantitative 
evaluation is made of the extent to 
which changes in the state of the 
economy explain the drops. 

In the second section, a short-run 
theory of corporate profits—that cor

porations set prices as markups on 
"normal" costs and that profits are a 
residual—is used to examine some of 
the economic conditions that have in
fluenced the ratios. Among the condi
tions are the rate of inflation, the 
growth rate of labor productivity, -cap
ital-output ratios, and the growth rate 
of earnings. In addition, statistical 
tests are conducted in an effort to de
termine which measure of profits is of 
primary concern to corporations when 
they are setting markup rates. 

I. Domestic Nonfinancial 
Corporate Profits, 1950-79 

In this section, each measure of 
profits is briefly introduced and its cy
clical fluctuations and trends are 
traced. The measures that are ratios 
to NFC GDP are summarized in table 
1 and the ones that are rates of 
return are summarized in table 2. 

NIPA profits 

The profits concept emphasized in 
the NIPA's is profits from current 
production (hereafter referred to as 
"NIPA profits"); this measure is con
sistent conceptually with the other 
components of national income in 
that it measures the return to factors 
of production.' Statistically, NIPA 
profits are derived from total receipts 
less total deductions as reported to 
the Internal Revenue Service (IRS) by 
corporations on their tax returns. The 
derivation consists of several adjust
ments. The inventory valuation ad
justment (IVA) is used to convert in
ventories used up at replacement-cost 
valuation from a historical-cost valua

tion, the valuation used by most cor
porations. If replacement cost exceeds 
historical cost, the measure of profits 
calculated by these coporations will 
include an amount that is called in
ventory profits, and the purpose of 
the IVA, which can be viewed as in
ventory profits with sign reversed, is 
to exclude these profits from NIPA 
profits. 

Second, the capital consumption ad
justment (CCAdj) is used to revalue 
fixed capital used up in production. 
The CCAdj has two components. The 
first places the using up in production 
of fixed capital on a consistent basis 
with respect to service lives (85 per
cent of IRS Bulletin F for equipment 
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1. The NIPA measure excludes capital gains and 
losses from income and resembles Pigou's concept in 
that NIPA profits are the excess of income over ex
penses beyond that necessary to maintain tangible 
capital intact. See A. C. Pigou, "Maintaining Capital 
Intact." Economica (August 1941): 271-75. 

Note,—"NIPA profits" are corporate profits with inventory valuation and capital 

consumption adjustments, 

"Reported profits" are profits before tax. 

"Profits taxes" are profits tax llabidty. 

For nonfinancial corporations, tfiese measures are in NIPA table 1.13 
in lines 27 ttirougti 29, respectively; Inventory valuation adjustment, 
capital consumption adjustment, and net interest are In lines 33 througfi 
35. respectively, 
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and nonresidential structures) and de
preciation formulas (straight-line). 
This component of the adjustment is 
needed because tax law permits corpo
rations to report profits calculated 
using faster than linear formulas and 
service lives shorter than those actu
ally used. 2 The second component of 
this adjustment is used to convert 
fixed capital used up in production to 
a replacement-cost valuation from a 
historical-cost valuation, the valua
tion generally underlying business ac
counting. If replacement cost exceeds 
historical cost, the measure of profits 
calculated by corporations includes an 
amount that is attributable to this 
misdepreciation of the fixed capital 
stock, and the purpose of this compo
nent of the CCAdj is to exclude this 
amount from NIPA profits. 

Third, in deriving all measures of 
profits discussed in this article, some 
other adjustments are made to corpo
rations' receipts and deductions re
ported to the IRS. The principal ad
justments remove dividends received 
from domestic corporations, remove 
income on equities in foreign corpora
tions and branches, add back certain 
charges (such as depletion allowances 
and bad debts), and remove capital 
gains and losses. 

The ratio of NIPA profits to NFC 
GDP exhibited substantial cyclical 
movements in the period 1950 to 1979 
(chart 7). Troughs in this ratio oc
curred in every recession and peaks 
occurred in every expansion (see note 
2 to chart 7).^ The lowest value of the 
ratio occurred during the 1973-75 re
cession—the longest and most severe 
recession of the period examined. 

The very high values of the ratio 
observed in 1950 and 1951 reflect the 
effects of the beginning of the Korean 
War. In the later stages of the war, 
price controls had the effect of lower
ing the ratio. High values of the ratio 
also occurred during the long period 

2. Many corporations carry on their own boolcs, and 
report to tlieir stockholders, profits calculated using 
straight-line formulas and longer service lives than 
the ones permitted by tax law, but report profits to 
the IRS calculated using accelerated formulas. 

3. In chart 7, if a peak occurred near the beginning 
of the year, the whole year was shaded to indicate re
cessions; if a peak occurred near mid-year, the second 
half of the year was shaded; and if a peak occurred 
near the end of the year, the year was not.shaded. If a 
trough occurred at the beginning of the year, the year 
was not shaded; if a trough occurred near mid-year, 
the first half of the year was shaded; and if a trough 
occurred near the end of the year, the year was 
shaded. 

of expansion in the 1960's. In addition 
to cyclical volatility, the ratio has 
trended down over the period exam
ined. 

NIPA profits plus net interest.—The 
sum of NIPA profits and net interest 
is, in many ways, a more interesting 
measure than NIPA profits alone. 

Table 1.—Ratios of Var ious Measures of D o m e s t i c N o n f i n a n c i a l Corporate Prof i t s to 
Nonf inanc ia l Corporate Gross D o m e s t i c P r o d u c t 

Year 

1950.. 
1951.. 
1952.. 
1953.. 
1954.. 
1955.. 
1956.. 
1957.. 
1958.. 
1959.. 

I960.. 
1961.. 
1962.. 
1963.. 
1964.. 
1965.. 
1966.. 
1967.. 
1968.. 
1969.. 

1970.. 
1971.. 
1972.. 
1973.. 
1974.. 
1975.. 
1976.. 
1977.., 
1978.. 
1979.. 

1950-59.. 
1960-69.. 
1970-79.. 

NIPA 
profits 

0.1947 
.1912 
.1658 
.1540 
.1489 
.1766 
.1552 
.1440 
.1280 
.1508 

.1349 

.1343 

.1463 

.1545 

.1610 

.1720 

.1673 

.1516 

.1465 

.1241 

.0934 

.1019 

.1072 

.1035 

.0776 

.0967 

.1071 

.1118 

.1083 

.0965 

.1609 

.1493 

.1004 

NIPA 
profits 

plus net 
interest 

0.2008 
.1974 
.1725 
.1605 
.1569 
.1841 
.1627 
.1530 
.1394 
.1625 

.1474 

.1481 

.1608 

.1689 

.1757 

.1874 

.1843 

.1708 

.1666 

.1481 

.1236 

.1314 

.1353 

.1338 

.1138 

.1313 

.1366 

.1413 

.1373 

.1283 

.1690 

.1658 

.1313 

After-tax 
NIPA 
profits 

0.0836 
.0696 
.0682 
.0592 
.0673 
.0834 
.0685 
.0652 
.0595 
.0729 

.0656 

.0660 

.0800 

.0858 

.0942 

.1029 

.0989 

.0906 

.0797 

.0631 

.0455 

.0531 

.0577 

.0509 

.0263 

.0504 

.0545 

.0592 

.0553 

.0472 

.0697 

.0827 

.0500 

After-tax 
NIPA 
profits 

plus net 
interest 

0.0896 
.0758 
.0749 
.0658 
.0754 
.0908 
.0760 
.0742 
.0709 
.0846 

.0781 

.0798 

.0946 

.1003 

.1089 

.1183 

.1160 

.1099 

.0999 

.0872 

.0756 

.0826 

.0858 

.0812 

.0626 

.0850 

.0840 

.0886 

.0843 

.0791 

.0778 

.0993 

.0809 

Reported 
profits 

0.2533 
.2242 
.1850 
.1789 
.1672 
.1939 
.1807 
.1644 
.1427 
.1622 

.1432 

.1387 

.1411 

.1460 

.1544 

.1657 

.1630 

.1461 

.1458 

.1275 

.1007 

.1072 

.1130 

.1264 

.1286 

.1206 

.1348 

.1359 

.1372 

.1365 

.1853 

.1472 

.1241 

Reported 
profits 

plus net 
interest 

0.2593 
.2303 
.1917 
.1854 
.1753 
.2013 
.1882 
.1733 
.1541 
.1738 

..1557 
.1525 
.1556 
.1605 
.1691 
.1811 
.1801 
.1654 
.1659 
.1516 

.1309 

.1367 

.1411 

.1567 

.1648 

.1552 

.1643 

.1653 

.1661 

.1684 

.1933 

.1638 

.1550 

After-tax 
reported 
profits 

0.1422 
.1026 
.0874 
.0841 
.0857 
.1006 
.0940 
.0855 
.0742 
.0842 

.0739 

.0704 

.0748 

.0774 

.0876 

.0966 

.0947 

.0851 

.0791 

.0666 

.0528 

.0584 

.0635 

.0738 

.0773 

.0743 

.0822 

.0832 

.0842 

.0873 

.0941 

.0806 

.0737 

After-tax 
reported 
profits 

plus net 
interest 

0.1482 
.1087 
.0941 
.0907 
.0937 
.1081 
.1015 
.0945 
.0856 
.0959 

.0864 

.0843 

.0894 

.0919 

.1023 

.1120 

.1117 

.1044 

.0992 

.0906 

.0829 

.0879 

.0916 

.1041 

.1135 

.1089 

.1117 

.1126 

.1132 

.1192 

.1021 

.0972 

.1046 

Table 2.—Rates o f Return o n Current-Dol lar Net N o n n n a n c i a l Corporate Capital S t o c k U s i n g 
V a r i o u s Prof i ts Measures 

[Percent] 

Year 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 

I960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 

1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 

1950-59 
1960-69 
1970-79 

NIPA 
profits 

14.9 
14.8 
12.4 
11.7 
10.8 
13.7 
11.7 
10.5 
8.8 

11.3 

10.2 
10.2 
11.7 
12.6 
13.5 
14.8 
14.3 
12.4 
12.1 
10.1 

7.1 
7.8 
8.5 
8.2 
5.5 
6.5 
7.5 
8.0 
7.8 
6.8 

12.1 
12.2 
7.4 

NIPA 
profits 

plus net 
interest 

15.3 
15.3 
12.9 
12.2 
11.4 
14.3 
12.2 
11.1 
9.5 

12.2 

U.l 
11.2 
12.9 
13.8 
14.7 
16.1 
15.8 
14.0 
13.8 
12.1 

9.5 
10.1 
10.7 
10.6 
8.1 
8.8 
9.6 

10.2 
9.9 
9.0 

12.6 
13.6 
9.7 

After-tax 
NIPA 
profits 

6.4 
5.4 
5.1 
4.5 
4.9 
6.5 
5.2 
4.8 
4.1 
5.5 

4.9 
5.0 
6.4 
7.0 
7.9 
8.8 
8.5 
7.4 
6.6 
5.1 

3.5 
4.1 
4.6 
4.0 
1.9 
3.4 
3.8 
4.3 
4.0 
3.3 

5.2 
6.8 
3.7 

After-tax 
NIPA 
profits 

plus net 
interest 

6.8 
5.9 
5.6 
5.0 
5.5 
7.1 
5.7 
5.4 
4.9 

5.9 
6.0 
7.6 
8.2 
9.1 

10.2 
9.9 
9.0 
8.3 
7.1 

5.8 
6.3 
6.8 
6.4 
4.4 
5.7 
5.9 
6.4 
6.1 
5.6 

5.8 
8.1 
5.9 

Reported 
profits 

19.3 
17.4 
13.8 
13.7 
12.1 
15.1 
13.6 
12.0 
9.8 

12.1 

10.8 
10.5 
11.3 
11.9 
12.9 
14.2 
14.0 
12.0 
12.1 
10.4 

7.7 
8.2 
8.9 

10.0 
9.1 
8.1 
9.4 

9.6 

13.9 
12.0 
9.1 

Reported 
profits 

plus net 
interest 

19.8 
17.8 
14.3 
14.1 
12.7 
15.6 
14.2 
12.6 
10.5 
13.0 

11.8 
11.5 
12.4 
13.1 
14.2 
15.6 
15.4 
13.6 
13.7 
12.3 

10.0 
10.5 
11.1 
12.4 
11.7 
10.4 
11.5 
11.9 
11.9 
U.B 

14.5 
13.4 
11.3 

After-tax 
reported 
profits 

10.9 
7.9 
7.3 
6.4 
6.2 
7.8 
7.1 
6.2 
5.1 
6.3 

5.5 
5.2 
6.0 
6.3 
7.2 
8.1 
7.9 
6.8 
6.3 
5.2 

3.8 
4.2 
4.9 
5.5 
5.2 
4.6 
5.4 
5.3 
5.5 
5.7 

7.1 
6.5 
5.0 

After-tax 
reported 
profits 

plus net 
interest 

11.3 
8.4 
7.0 
6.9 
6.8 
8.4 
7.6 
6.9 
5.9 
7.2 

6.5 
6.4 
7.1 
7.6 
8.6 
9.6 
9.6 
8.6 
8.2 
7.4 

6.3 
6.7 
7.2 
8.2 
8.1 
7.3 
7.8 
8.1 
8.1 
8.4 

7.6 
8.0 
7.6 
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The sum is not affected by whether 
corporations choose debt or equity fi
nancing—a choice determined by such 
factors as tax regulations and the con
ditions in debt and equity markets. If, 
for example, a corporation increases 
the share of its capital financed by 
debt, the ratio of net interest to prof
its will increase even though the sum 
of net interest and profits is un
changed (assuming that no other eco
nomic conditions are changed). The 
use of the sum also avoids the prob
lem of ascertaining whether inflation 
has raised profits at the expense of 
bondholders. 

Because the ratio of net interest to 
NFC GDP has not exhibited substan
tial cyclical fluctuations, the ratio of 
the sum of NIPA profits plus net in
terest to NFC GDP exhibits cyclical 
fluctuations similar to those of the 
ratio of NIPA profits to NFC GDP. 
The ratio of NIPA profits plus net in
terest to NFC GDP reached its lowest 
value in the 1973-75 recession and 
has shown less of a downward trend 
than has the ratio of NIPA profits 
alone to NFD GDP. The smaller 
downward trend results from a sub
stantial increase, since the mid-1950's, 
in the ratio of net interest to NFC 
GDP (chart 7). This increase reflects 
both an increased share of funds 
raised in debt markets and higher in
terest rates. 

In addition to these cyclical fluctu
ations in the ratio of NIPA profits 
plus net interest to NFC GDP, year-
to-year movements in the ratio corre
spond closely to year-to-year changes 
in the state of the economy as meas
ured by the ratio of actual real GNP 
to the Council of Economic Advisers' 
measure of potential GNP (chart 8). 
High ratios of actual to potential real 
GNP occur in expansions, low ratios 
occur in recessions. The ratio of NIPA 
profits plus net interest to NFC GDP 
was low, relative to the state of the 
economy, in the late 1960's and early 
1970's. 

The longer run movements of NIPA 
profits and net interest may be exam
ined using decade averages (table 3). 
There was a 0.012 drop in the ratio of 
NIPA profits to NFC GDP from the 
1950's to the 1960's. This drop was 
largely offset by an increase in the 
ratio of net interest to NFC GDP. The 
remaining small drop in the ratio of 
NIPA profits plus net interest to NFC 
GDP was accompanied by a small de-

CHART 7 

Ratios to Gross Domestic Product 

1950 52 60 62 

Notes, — 1 Measures are for nonfinancial corporations. 
2 SfraHed areas indicate recessions, tiased on business cycle peaks and tmighs, as designated by the Matlonal Bureau ot Economic Research. 

U S CtefHrlmenl of Commerce, Bureau of Economic Analysis 

Table 3.—Average Ratios of NIPA Profits and 
Net Interest to Nonfinancial Corporate 
Gross Domestic Product 

NIPA profits 

NIPA profits plus net Interest 

1950-59 

0.161 

.008 

.169 

1960-69 

0.149 

.017 

.166 

1970-79 

.131 

cline in the average ratio of actual to 
potential real GNP from 0.992 in the 
1950's to 0.988 in the 1960's. 

There was a 0.049 drop in the ratio 
of NIPA profits to NFC GDP from the 
1960's to the 1970's. This drop was 
partly offset by a 0.014 increase in the 
ratio of net interest to NFC GDP. The 
remaining 0.035 drop was accompa
nied by a decline in the average ratio 
of actual to potential real GNP to 
0.958 in the 1970's. 

It is possible to perform a rough 
quantitative evaluation of whether 
the decline in the average ratio of 
actual to potential real GNP from the 
1950's and 1960's to the 1970's pro
vides a full explanation of the ob
served drop in the ratio of NIPA prof
its plus net interest to NFC GDP. The 

quantitative relationship of the two 
ratios may be obtained for 1950-69 by 
estimating a regression equation. This 
equation may then be used to forecast 
values for the ratio of NIPA profits 
plus net interest to NFC GDP in the 
1970's by using observed values of the 
ratio of actual to potential real GNP. 
If the same relationship held in the 
1970's as did in the 1950's and 1960's, 
the forecasted values for the ratio of 
NIPA profits plus net interest to NFC 
GDP should average close to the ob
served values. The relationship, esti
mated by an ordinary least squares 
regression equation for 1950-69, is: 

Pirat io= —0.2012-f 0.3722 Gapratio 
( -1 .7) (3.2) 

R2=0.326; Z?-1F=0.745; {t-tesi 
statistics in parentheses) 

where: 

Pirat io=the ratio of NIPA profits 
plus net interest to NFC 
GDP; 

Gaprat io=the ratio of actual to poten
tial real GNP. 
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Use of this equation and observed 
ratios of actual to potential real GNP 
yields an average forecasted value for 
the NIPA profits plus net interest to 
NFC GDP of 0.155 in the 1970's, much 
higher than the 0.131 observed aver
age ratio. In contrast, if the relation
ship between the two ratios is esti
mated for 1950-59 and used to fore
cast the average value of the ratio in 
the 1960's, the average forecasted 
value is 0.167, very close to the ob
served average ratio of 0.166. Similar
ly, if the relationship is estimated for 
1960-69 and used to estimate the 
average value of the ratio in the 
1950's, the average estimated value is 
0.167, close to the observed average 
value of 0.169. (These estimated rela
tionships may be found in appendix 
table A.l.) Thus, a rough quantitative 
investigation indicates that the rela
tionship between the ratio of NIPA 
profits plus net interest to NFC GDP 
and the ratio of actual to potential 
real GNP was relatively stable in the 
1950's and 1960's but shifted in the 
1970's.'' (As will be seen in the second 
section, more sophisticated quantita
tive analysis supports this conclusion.) 

Other measures 

Reported profits.—Some analysts 
prefer the measure of profits in the 
NIPA's that is closest to profits as 
measured on corporations' own books. 
That measure is profits before tax 
(hereafter referred to as "reported 
profits"). It is equal to NIPA profits 
less the inventory valuation and capi
tal consumption adjustments. As 
noted above, however, reported profits 
may differ from profits as measured 
on corproations' own books due to dif
ferent methods of calculating depreci
ation. 

The IVA and CCAdj have caused 
systematic deviations of NIPA profits 
from reported profits. Except for 1961 
and 1963, the IVA was negative and 
lowered NIPA profits relative to re
ported profits (chart 9). From 1950 to 
1961 and from 1974 to 1979, the 

4. A Chow test, based on the regression estimate of 
the relationship for 1950-69 and a regression estimate 
of the relationship for 1970-79, indicates a significant 
change in the relationship at the 0.95 level of confi
dence. 

CHART 8 

Ratios of NIPA Profits Plus Net Interest to Gross Domestic Product and of Actual to 
Potential Gross National Product 

Ratio Rat io 

.08 

NIPA Profits Plus Net lt)ter«st to GDP 
(left scale) 

I I I I I I I 

Nolo. — Ratio of NIPA Profits plus nel inleresi to GDP is lor nonfinancial 
corporations. 

U.S. Department of Commerce, Bureau of Economic Analysis 

CCAdj was negative and lowered 
NIPA profits relative to reported prof
its. These adjustments were especially 
large, and negative, in the mid- and 
late-1970's and produced substantial 
divergences between NIPA and re
ported profits. 

Despite the divergences from NIPA 
profits due to the IVA and CCAdj, 
movements in the ratio of reported 
profits to NFC GDP exhibit the same 
sort of cyclical volatility as the ratio 
of NIPA profits to the NFC GDP 
(chart 10). This volatility holds re
gardless of whether or not net inter
est is added to reported profits. The 
peak ratio of reported profits to NFC 
GDP, observed in 1950, is much 
higher than that for NIPA profits be
cause of a large negative IVA, which 
reduced NIPA profits relative to re
ported profits. Abstracting from cycli
cal fluctuations, there was a fairly 
steady decline in the ratio of reported 
profits to NFC GDP (with or without 
net interest) in the 1950's and 1960's. 
In the 1970's, however, although the 
ratio of reported profits to NFC GDP 
stayed low by historical standards, 
the ratio of reported profits plus net 
interest to NFC GDP returned to 
levels similar to those of the late 
1950's and early 1960's. 

The longer run movements of re
ported profits and net interest may be 
examined by using decade averages of 
their ratios to NFC GDP (table 4). 

70 72 74 76 78 

The ratio of reported profits to NFC 
GDP decreased 0.038 from the 1950's 
to the 1960's and a further 0.023 from 
the 1960's to the 1970's. Increases in 
net interest, however, reduced the de
crease of the ratio of reported profits 
plus net interest to NFC GDP to 0.029 
and 0.009. 

A regression equation relating the 
ratio of reported profits plus net in
terest to NFC GDP to the ratio of 
actual to potential real GNP was esti
mated for 1950-69. It produced an 
average forecasted value for the ratio 
of reported profits plus net interest in 
the 1970's of 0.164, somewhat above 
the observed value of 0.155. A similar 
equation, estimated over the 1950's, 
yielded a moderate overprediction of 
the 1960's ratio, and another, estimat
ed over 1960's, yielded a moderate un-
derprediction of the 1950's ratio. (The 
estimated equations are in appendix 
table A.2). There was thus less stabil
ity in the relationship in the 1950's 
and the 1960's than was found for 

Table 4.—Average Ratios of Reported Profits 
and Net Interest to Nonflnancial Corporate 
Gross Domestic Product 

Reported profits plus net interest.. 

ig.w-.w 

0.185 

.008 

.193 

1960-69 

0.147 

.on 

.164 

1970-79 

.15.5 
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NIPA profits. The downward shift in 
the ratio of reported profits plus net 
interest to NFC GDP in the 1970's, 
relative to its relationship to the ratio 
of actual to potential real GNP in the 
1950's and 1960's, was much smaller 
than it was for NIPA profits. 

After-tax measures.—The ratio of 
after-tax NIPA profits plus net inter
est to NFC GDP has the same general 
pattern—of troughs during recessions 
and peaks during expansions—that is 
exhibited by before-tax NIPA profits 
plus net interest. The most prominent 
feature of the after-tax ratio's pattern 
is a pronounced peak in the 1960's. 
The ratio fluctuated around the same 
general levels in the 1950's and the 
1970's (chart 10). The pattern reflects, 
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in addition to the movements of 
before-tax NIPA profits, changes in 
the effective tax rate on NIPA profits 
(the effective tax rate is measured as 
the ratio of corporate profits taxes ac
crued to NIPA profits). 

The ratio of after-tax reported prof
its plus net interest to NFC GDP also 
has a pattern of peaks during expan
sions and troughs during recessions. 
Like the after-tax NIPA profits meas
ure, it shows a pronounced peak 
during the 1960's, but also has a very 
high value in 1950 and sustained high 
values in the middle and late 1970's. 
This pattern reflects both the move
ments of before-tax reported profits 
and changes in the effective tax rate 
on reported profits. 

CHART 9 
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Effective tax rates on reported prof
its depend on many factors including 
the Federal statutory maximum tax 
rate. Federal tax rates on profits 
smaller than the amounts charged 
the maximum tax rate, State and 
local profits tax rates, changes in spe
cial tax provisions (such as carry-for
ward provisions for past losses, deple
tion allowances, and investment tax 
credits), and the proportion of corpo
rations reporting losses. Table 5 
shows measures of the effective prof
its tax rate, including State and local 
corporate profits taxes, on various 
profits measures, with and without 
net interest. In addition to depending 
on the factors just listed, the meas
ures of the effective profits tax rate 
that include NIPA profits vary with 
changes in inventory profits and prof
its attributable to misdepreciation of 
the capital stock, which are included 
in taxable profits but are excluded 
from NIPA profits. 

The statutory maximum tax rate 
was increased sharply, from 42 per
cent to 52 percent, at the beginning of 

Table 5.—Effective Corporate Profits Tax Rates 
on Proflts of Domestic Nonfinancial Corpo
rations 

Year 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 

1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 

1970 
1971 
1972 

1 1973 
1974 
1975 
1976 
1977 
1978 
1979 

1950-.59 
1960-69 
1970-79 

Effective tax rate relative to: 

NIPA 
profits 

0.5706 
.6359 
.5888 
.61.54 
.5478 
.5280 
.5585 
.5473 
.6351 
.5168 

.5139 

.5084 

.4529 

.4445 

.4151 

.4017 

.4086 

.4023 

.4556 

.4910 

.5128 

.4791 

.4617 

.5081 

.6607 

.4792 

.4908 

.4710 

.4891 

.5103 

.5644 

.4494 

.5062 

NIPA 
profits 

plus net 
interest 

0.5535 
.6161 
.5659 
.5903 
.5197 
.,5067 
.5327 
.5153 
.4915 
.4797 

.4703 

.4609 

.4121 

.4064 

.3804 

.3686 

.3708 

.3570 

.4005 

.4113 

.3878 

.3715 

.3657 

.3931 

.4507 

.3529 

.3848 

.3729 

.3859 
.3835 

.5371 

.4038 

.3847 

Profits 
reported 

by 
corpora

tions 

0.4387 
.5424 
..5276 
.5298 
.4877 
.4810 
.4796 
.4797 
.4800 
.4808 

.4841 

.4922 

.4696 

.4701 

.4328 

.4169 

.4193 

.4174 

.4577 

.4778 

.4756 

.4552 

.4382 

.4162 

.3898 

.3843 

.3900 

.3876 

.3862 

.3606 

.4927 

.4531 

.4023 

ProHU 
reported 

by 
corpora

tions 
plus net 
interest 

0.4285 
.5279 
.5091 
.5110 
.4653 
.4633 
.4605 
.4549 
.4446 
.4485 

.4452 

.4475 

.4258 

.4279 

.3952 

.3815 

.3796 

.3688 

.4021 

.4019 

.3662 

.3670 

.3508 

.3357 

.3113 

.2986 

.3200 

.3186 

.3189 

.2923 

.4714 

.4070 

.3269 
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the Korean War; was reduced to 48 
percent during 1964; was temporarily 
increased to 52.8 percent in 1968-70 
by the Vietnam War surcharge; and 
was decreased to 46 percent in 1979. 
The various measures of the effective 
tax rate have generally shown rough 
agreement with movements in the 
statutory maximum tax rate, but 
have also exhibited a tendency toward 
a long-run decline relative to the stat
utory maximum tax rate. As a result 
of the increasing size of net interest 
(which is not subjected to profits 
taxes) relative to profits, effective tax 
rates on profits (NIPA or reported) 
plus net interest have fallen relative 
to effective rates on profits alone. Be
cause inventory profits and profits at
tributable to misdepreciation are ex
cluded from NIPA profits but are in
cluded in reported profits, the effec
tive tax rate on NIPA profits has gen
erally been higher than that on re
ported profits; exceptions are found in 
the middle 1960's, when the misdepre
ciation of capital caused reported 
profits to be low relative to NIPA 
profits. In the 1950-59 and the 1970-
79 periods, the effective tax rate on 
NIPA profits averaged higher than 
the statutory maximum tax rate. 

Rates of return.—Table 2 shows 
eight measures of rates of return on 
capital stock.' For some analytical 
purposes, rates of return to capital 
are the preferred presentation. The 
sum of profits plus net interest rela
tive to the capital stock is especially 
interesting because the ratio repre
sents the total return to investing and 
avoids the changes in the rate of 
return measured by profits alone that 
result from changes in the relative 
importance of debt versus equity fi
nancing. 

Rates of return to capital have fluc
tuations that differ from comparable 
measures of ratios to product as the 
result of variations in the ratio of cap-
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CHART 10 

Ratios to Gross Domestic Product 

•"> The measure of capital stock used is the current-
dollar net reproducible tangible capital stock, valued 
at replacement cost, of nonfinancial corporations. This 
measure differs from the one used by corporations be
cause the one used here values capital at replacement 
cost rather than historical cost, the concept generally 
used by business. In addition, the two measures of cap
ital differ to the extent that corporations measure de
preciation using faster than straight-line methods and 
service lives of different lengths than those used in 
constructing the NIPA's. The measure of capital stock 
used here is consistent with depreciation as measured 
in the NIPA's. The annual figures for capital stock 
used here are averages of yearend values for the cur
rent and preceding years. 

• 1. Measures are lor nonfinancial corporations. 

2. See note 2 on Chart 7. 

U.S. Department ol Commerce. Bureau ol Economic Analysis 

ital to NFC GDP. The latter ratios 
also exhibit cyclical fluctuations, with 
peaks occurring in recession and 
troughs in expansions (chart 11). The 
cyclical fluctuations of the ratio of 
capital to NFC GDP augment the cy-
clicality of profits, and the rates of 
return to capital exhibit sharper cy
clical fluctuations than do comparable 
measures of the ratio of profits to 
NFC GDP (chart 12). 

Although the cyclical fluctuations 
are sharper, rates of return, as meas
ured by both NIPA and reported prof
its plus net interest, exhibit the same 
general fluctuations as do their coun
terpart ratios to NFC GDP. The rates 
of return were high in 1950 and 1951 
at the beginning of the Korean War 
and were generally high during the 
long expansion in the 1960's. In the 
late 1960's, they dropped and appear 
to have maintained the lower level in 
the 1970's. 

Summary of Section I.—Movements 
in the ratios of all measures of profits 
and profits plus net interest to NFC 
GDP have, in varying degrees, mir
rored year-to-year fluctuations in the 
cyclical conditions of the economy. 
The beginning of the Korean War ap
pears to have boosted the ratios in 
1950 and 1951. The ratios were also 
relatively high in the 1960's. The 
ratio of NIPA profits plus net interest 
to NFC GDP appears to have dropped 
in the 1970's, relative to what the 
state of the economy would have indi
cated. There was a much smaller ap
parent shift in the ratio of reported 
profits plus net interest to NFC GDP. 

Various measures of rates of return 
to capital also exhibited cyclical fluc
tuations. These measures were high 
in 1950 and 1951, and also in the 
middle 1960's. In the late 1960's, they 
dropped and appear to have main
tained the lower level in the 1970's. 
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II. Factors Underlying the 
Movement of Domestic 

Nonflnancial Corporate Profits 
The following exposition concen

trates on the ratio of NIPA profits 
plus net interest to NFC GDP. How
ever, the choice of a specific profits 
measure and the inclusion or exclu
sion of net interest are not critical to 
the exposition. The basic theoretical 
framework described below holds for 
all measures of profits discussed 
above. Empirical results using various 
measures of profits and rates of 
return—in addition to the ratio of 
NIPA profits plus net interest to NFC 
GDP—are discussed later in the sec
tion. 

A short-run theory of corporate profits 

Commonly accepted short-run the
ories of corporate profits emphasize 
the residual nature of profits and cor
porate pricing using markups on 
"normal" costs.* Specifically, corpora
tions are assumed to set unit prices 
for their output as fixed markups on 
normal average units costs.' This may 
be represented algebraically as: 

CHART 11 

(1) P--

where: 

:(l-|-m)c„ 

2)=the price per unit; 
m=the markup rate; 
Cn=normal costs, and is made up 

of the normal per-unit costs 
of labor, indirect business 
taxes, depreciation, and ma
terials (including energy). 

In the short run, corporations are 
assumed to adjust employment and 
production volume, rather than 
prices, to meet demand. Profits (in
cluding net interest) are the residual 
of the value of output less the actual 
cost of production. This may be repre
sented algebraically as: 

(2) n+I=pQ-wL-M-D-T 

(). The first six equations in this discussion are 
based on the theory set forth by William D. Nordhaus 
in "The Falling Share of Profit," Brookings Papers on 
Economic Activity. 1974:1, 182-185. 

7. See William D. Nordhaus and Wynne Godley, 
"Pricing In the Trade Cycle," Economic Journal. Sep
tember 1972, 8,")8-H.51, for a full discussion of this hy
pothesis and the difference between normal and cycli
cal costs. 

Ratio of Capital to Gross Domestic Product 

Notes. ~ 1. Ttie ratio is current-ddiar nonfinancial corporate net reproducible 
tangible capital to current-dollar nonlinancial corporate GDP. 

2. See note 2 on Chart 7. 

U.S. Department of Commerce. Bureau ol Economic Analysis 

where: 

IT=corporate profits; 
/=ne t interest; 
Q=the volume of output; 
w=\he wage rate; 
L=labor input; 

M = materials costs (including 
enerp^); 

Z>=depreciation; 
r = indirect taxes. 

When the economy is in a cyclical 
trough, actual unit costs for corpora
tions will be higher than normal unit 
costs, reflecting such factors as labor 
hoarding and higher than normal de
preciation charges per unit of output. 
As a result, profits are depressed. 
Conversely, profits are higher than 
normal when the economy is near a 
cyclical peak. Normal unit costs may 
be represented algebraically as: 

(3) C„={wLn-\-M^+D-\-Tn)IQn 

where n subscripts denote normal 
values. Setting the variables in equa
tion (2) at their normal values and 
substituting using equation (3) yields: 

(4) ^^ + J„^pQ^-c„Qn. 

Equation (1) may be solved for Cn: 

(5) Cn=pl{l+m). 

Substituting equation (5) in equation 
(4) yields: 

(6) r„-f/„=J,(2„-(^)(2„ 

Equation (6) may be manipulated al
gebraically to obtain the ratio of 
normal profits plus net interest to, 
normal value of output as a function 
of the markup rate: 

(7) 
ITn+In m 

pQn 1+m 

Corporations are assumed to target on 
a desired ratio of normal profits plus 
net interest to normal current-dollar 
sales: 

(8) 
PQn ' 

and by equation (7), they can adjust 
their markup rate to obtain the de- > 
sired ratio. The desired ratio is as
sumed to be set by considerations of 
long-run profit maximization or other 
objectives and to be largely unaffected 
by cyclical conditions. > 

The observed ratio of profits plus 
net interest to current-dollar sales 
will vary with the cyclical state of the 
economy because actual unit costs 
will differ from normal unit costs. 
Noting that actual unit costs can be 
expressed as: 

(9) c={wL+M+D+T)/Q, 

equation (2) may be simplified as: 

(10) 7r+I=pQ-cQ. 

This may be renormalized to show the 
actual ratio of profits plus net inter
est to the value of output: 
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CHART 12 

Rates of Return on Capital 

Percent 

1950 

Notes, - 1 . treasures are for nonflnandal cotporations. Capital is net reproducible 
tangible capital. 

2. See note 2 on Chart 7. 

U.S. Department of Commerce, Bureau of Economic Analysis 

(11) 
r+I 
pQ' ' - ( ! ) • 

Substituting equation (1) in equation 
(11) gives the ratio as a function of 
the markup rate and the ratio of 
actual to normal unit costs: 

(12) 
pQ \l+m/ Cn 

where c/Cn=the ratio of actual to 
normal unit costs. 

The ratio of actual to normal unit 
costs is assumed to be linearly related 
to the cyclical state of the economy: 

(13) —=ao-f-aiB. 
Cn 

where B is a measure of the cyclical 
, state of the economy. Substituting 

equation (13) in equation (12), the 
ratio of profits plus net interest to the 
value of output may be related alge
braically to the cyclical state of the 
economy: 

(14) ir+I 

pQ 

where: bo=l 

= K+b,B 

•̂=-fe> 
Letting the value of output be cur
rent-dollar NFC GDP and the meas
ure of the cyclical state of the econo
my be the ratio of actual to potential 

GNP, equation (14) is of the same 
functional form as the equations dis
cussed in section I. 

Determinants of profits 

The ratio of actual to potential 
GNP is not the only available meas
ure of the cyclical state of the econo
my. The Federal Reserve's index of 
capacity utilization in manufacturing 
is often used as a measure of business 
conditions. Movements in this index 
are even more closely related to 
movements in the ratio of profits to 
NFC GDP than are movements in the 
ratio of actual to potential GNP 
(chart 13). In the regression analysis 
underlying this section, capacity utili
zation was generally found to be a su
perior measure of the cyclical relation 
of profits to NFC GDP.s The estimat
ed relationship between the ratio of 
NIPA profits plus net interest to NFC 
GDP and the capacity utilization 
index, for the period 1950-79 is: 

Piratio=-0.066-1-0.265 C U F R B 
( -3 .9) (3.1) 

1^=0.223; Z?-I^=0.521; (<- tes t 
statistics in parentheses) 

8. Regression equations were also estimated using 
the ratio of actual to potential real nonfarm business 
GDP that was believed to be closely aligned with busi
ness conditions for domestic nonfinancial corporations. 
The potential output series was estimated using a 
Cobb-Douglas production function. The ratio of actual 
to potential real nonfarm business GDP less housing 
was superior, for some measures of the ratio of profits 
to NFC GDP, to the ratio of actual to potential GNP 
but inferior to the Federal Reserve's index of capacity 
utilization in manufacturing. 

As discussed in the first section, 
there were two identifiable special 
factors—in addition the overall state 
of the economy—affecting profits in 
the period 1950-79. The first, the high 
ratios of profits to NFC GDP in 1950 
and 1951 at the start of the Korean 
War, can be proxied for by adding a 
dummy variable, D5051, to the equa
tion. This dummy variable has values 
of 1.0 in 1950 and 1951 and zero else
where. The second, the apparent 
autonomous downward shift in the 
ratio of profits to NFC GDP in the 
1970's, can be proxied for by using an
other dummy variable, D1970. This 
variable has values of 1.0 in the 
period 1970-79 and zero elsewhere.^ 
The estimated relationship, including 
the two dummy variables, is: 

Piratio=0.031-1-0.158 CUFRB-1-0.035 
(0.8) (3.5) (4.7) 
D5051-0.028 D1970 

( -6 .9) 
R='=0.803;I>-W^= 1.597. 

The accuracy of the regression equa
tion, as measured by the coefficient of 
multiple determination, is dramatical
ly improved. In addition, the signifi
cance of the coefficient for the capac
ity utilization index, as measured by 
its t-test statistic, is increased. And 
the highly significant negative coeffi
cient of D1970 indicates a downward 
shift in the ratio of profits to NFC 
GDP in the 1970's. 

In addition to the cyclical state of 
the economy, other business condi
tions may also affect profits. First, in
creases in labor productivity might 
temporarily boost profits until wages 
are increased to reflect the higher 
productivity. (In the analysis underly
ing this section, productivity was 
measured as the amount of real pri
vate nonfarm GDP, excluding hous
ing, per hour worked in that sector.) 
Second, changes in output prices, to 
the extent that they reflect anticipa
tions of higher future costs, would 
temporarily boost profits. (In the 
analysis underlying this section, 
output prices were measured by the 
deflator for NFC GDP.) Third, 
changes in the capital-to-output ratio 
could produce changed markups, and 

9. Estimating the relationship between capacity uti
lization and the ratio of NIPA profits plus net interest 
to NFC GDP over the period 19ij0 to 1969 and fore
casting the ratio in the 197()'s using actual values for 
capacity utilization produced overpredictions of the 
ratio similar to those discussed in Section I. 
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profits, in order to generate a desired 
rate of return on investment. (In the 
analysis underlying this section, the 
capital-to-output ratio was measured 
as the ratio of current-dollar net do
mestic nonfinancial corporate repro
ducible tangible capital, valued at re
placement cost, to current-dollar NFC 
GDP.) Fourth, increases in wage 
rates, to the extent that they occur 
before prices are increased, would 
temporarily lower profits. (In the 
analysis underlying this section wage 
rates were measured as hourly com
pensation in domestic nonfarm busi
ness GDP, excluding housing.) Fifth, 
high growth rates for real output 
might provide a temporary boost to 
profits. 

Some researchers have found a va
riety of time trends and an additional 
shift dummy to be significant in ex
plaining the movements of some 
measures of profits. The additional 
time trends begin in 1965 and in 1970, 
and the shift dummy variable has 
values of 1.0 in 1965 and thereafter, 
and zero elsewhere.'" 

The results of regression equations 
for the ratio of NIPA profits plus net 
interest to NFC GDP, using various 
combinations of variables indicating 
business conditions, are shown in 
table 6. The variables measuring 
changes in economic conditions are 
expressed as the ratio of the current-
year value to the previous year's 
value. Only D5051, D1970, capacity 
utilization, and labor productivity are 
statistically significant at the 0.95 
level of confidence, although inflation 
also contributes to the explanatory 
power of the equations. The equations 
indicate that, for every 0.01 increase 
in the Federal Reserve's index of ca
pacity utilization in manufacturing 
(measured so that full capacity would 
have a value of 1.00), there is a 0.002 
increase in the ratio of NIPA corpo
rate profits plus net interest to NFC 

wi^immmmm^i^mmmmmm^^mmimmmmammmi^Km^Hm CHART 13 
Ratio of NIPA Profits Plus Net Interest to Gross Domestic Product and the Rate of 
Capacity Utilization in Manufacturing 

10. For a discussion of these trend and shift varia
bles, as well as some of the business conditions evalu
ated in this article, see: Martin S. Feldstein and Law
rence H. Summers, "Is the Rate of Profit Falling?" 
Brookings Papers on Economic Activity, 1977: 1, 211-
227; Daniel M. Holland and Stewart C. Myers, 
"Trends in Corporate Profitability and Capital Costs," 
in Robert Lindsay, ed.. The Nation's Capital Needs: 
Three Studies I New York: Committee for Economic 
Development, 1979), 10;j-l«8; Herman I. Liebling, U.S. 
Corporate Profitability and Capital Formation (New 
York: Pergamon Press, 1980); Michael C. Lovell, "The 
Profit Picture: Trends and Cycles," Brookings Papers 
on Economic Activity. 1978:3, 769-788; and Richard W. 
Kopcke, "The Decline in Corporate Profitability," New 
England Economic Review, May-June, 1978, 36-60. 
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GDP. For every 1 percent increase in 
labor productivity, there is a tempo
rary 0.005 increase in the ratio. For 
every 1 percent increase in prices, 
there is a temporary somewhat more 
than 0.001 increase in the ratio. In 
1950 and 1951, the ratio was about 
0.023 higher than can be accounted 
for by the economic variables in the 
estimated relationships. In the 1970's 
the ratio was about 0.030 lower than 
can be accounted for by the economic 
variables in the estimated relation
ships." The other economic variables, 
the other time trends, and the 1965-
and-later dummy variable are not sig
nificant." 

Estimated relationships between 
ratios using the other measures of 
NIPA profits and the explanatory 
variables yielded similar results. 
Equations containing the same ex
planatory variables as equations 1 
and 5 of table 6, but with ratios of the 
other measures of NIPA profits to 

11. A Brown-Durbin-Evans cusum-squares test— 
using regressions of the form of equation 1 of table 6, 
but without the 1970's shift dummy variable—indicat
ed a structural shift that was statistically significant 
at the 0.9,5 level by 1969. In estimated regressions, 
however, extending the shift dummy, whether with 
partial or full weight, into years before 1970 reduced 
the significance of the dummy variable's coefficient 
and reduced the accuracy of fit of the equation. 

12. In general, the capital-to-output ratio, wage rate 
growth, and growth of real NFC GDP were insignifi
cant in equations using the alternative measures of 
profits, as were the other time trends and the 196,5 
shift dummy variable. The full-period time trend, how
ever, was significant in some equations. 

NFC GDP, are shown in table 7. The i 
effects of capacity utilization are 
somewhat lower in the equations 
using after-tax NIPA profits. The ef
fects of changes in labor productivity 
are similar for all measures of profits. 
The effects of inflation, however, are 
generally not significant, and its coef- ^ 
ficient reverses sign in equations for , 
after-tax profits that include a time 
trend. The 1950-51 dummy variable is 
generally not significant in the equa
tions explaining after-tax profits; this 
lack of significance appears to be due , 
to high effective tax rates in those 
years. The dummy variable for the ' 
1970's shift in the ratio has generally 
similar values in most equations. The 
time trend has significantly positive 
coefficients in the equations explain
ing after-tax profits, and significantly ' 
negative coefficients in the equations 
explaining NIPA profits. Other equa
tions, not shown, failed to yield statis
tically significant relationships be
tween NIPA profits and the other eco
nomic, trend, and shift dummy varia
bles that appeared in table 6 as being 
insignificantly related to profits. » 

Although the theory underlying the 
functional form of the equations ex
plaining profits was described in 
terms of NIPA profits, an identical 
description, but in terms of reported '' 
profits, can be made. Equations ex
plaining the ratio of reported profits 
plus net interest to NFC GDP can be 
found in table 8. (See appendix table 
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A.3 for selected equations explaining 
other measures using reported prof
its.) The coefficients (and t-test statis
tics) of capacity utilization and labor 
productivity are similar to the esti
mates in table 6 based on NIPA prof
its. Inflation, however, has consider
ably higher (and statistically signifi
cant) coefficients in the regressions 
explaining the ratio with reported 
profits. The capital-to-output ratio 
and wage rate growth have signifi
cant impacts on the ratio using re

ported profits. The 1950-51 dummy 
variable has a larger coefficient than 
it did for NIPA profits: this occurs be
cause inventory profits were quite 
high in those years, and are included 
in reported profits. The full-period 
time trend has significant, negative, 
coefficients. Other time trend and 
shift dummy variables are, again, not 
significant (equations not shown). The 
1970's shift dummy variable is not 
significant; this was true for all meas
ures of reported profits (equations not 
shown). 

Table 6.—Equations Explaining the Ratio of NIPA Corporate Profits Plus Net Interest to NFC 
GDP 

Explanatory variable 

D5051 

D1970 

Growth of real NFC GDP 

D1965 

R' 
D-W 

(Period 1950-79] 

Equation 

1 

-0.666 
(-3.2) 

.201 
(5.6) 
.510 
(4.3) 
.137 
(1.5) 
.023 
(3.5) 

-.029 
(-6.5) 

.889 
1.668 

2 

-0.648 
(-2.7) 

.195 
(3.8) 
.505 
(4.0) 
.135 
(1.4) 
.023 
(3.1) 

-.030 
(-5.4) 
-.002 
(-.2) 

.885 
1.659 

3 

-0.628 
(-2.8) 

.210 
(5.2) 
.503 
(4.1) 
.173 
(1.5) 
.022 
(3.3) 

-.028 
(-5.6) 

(-.072) 
(-.5) 

.886 
1.651 

4 

-0.644 
(-3.0) 

.172 
(3.4) 
.449 
(3.1) 
.153 
(1.6) 
.021 
(3.0) 

-.031 
(-6.2) 

.046 
(.8) 

.887 
1.721 

5 

-0.667 
(-3.0) 

.201 
(5.3) 
.510 
(4.1) 
.138 
(1.4) 
.023 
(2.9) 

-.029 
(-4.7) 

-.000 
(-.0) 

.884 
1.667 

6 

-0.652 
(-2.9) 

.198 
(5.1) 
.508 
(4.1) 
.128 
(1.2) 
.023 
(3.4) 

-.031 
(-3.9) 

.017 
(.2) 

.885 
1.693 

7 

-0.632 
(-3.0) 

.195 
(5.4) 
.508 
(4.3) 
.110 
(1.1) 
.023 
(3.6) 

-.033 
(-5.6) 

.092 
(1.0) 

.890 
1.830 

8 

0 661 
(-2.9) 

.199 
(4.7) 
508 

(4.0) 
.135 
(1.3) 
.023 
(3.2) 
.030 

(-5.4) 

.000 
(.1) 

.884 
1.661 

The profits measure used in setting 
markups 

An explanation as to why there was 
a significant downward shift in the 
1970's only for the ratios of various 
measures of NIPA profits to NFC 
GDP is suggested by the markup hy
pothesis discussed above. Assume 
that, as they set markups on normal 
costs in order to determine prices, cor
porations are aware of, and do not 
count as profits, those portions of re
ported profits that correspond to the 
IVA and CCAdj; that is, when setting 
their prices, corporations target on a 
measure similar to a desired ratio of 
NIPA profits to current-dollar sales. 
In this case, equation (14), the profit-
to-output explanatory equation used 
as the basis for the regression experi
ments, is based on the NIPA measure 
of profits. Note that NIPA profits is 
the sum of reported profits plus the 
two adjustments: 

(15) r=Wr+IVA+OCAdj 

where: 

7rr=reported profits. 

Substituting equation (15) in equation 
(14) yields: 

(16) 
Vr+IVA+CCAdj+I 

pQ 
= b„+b^B. 

Rearranging terms, this equation may 
be expressed as: 

NOTE.—t-tc5t statistics are shown in parentheses. (17) 

Table 7.—Equations Explaining the Ratios of Various Measures of NIPA Proflts and Net Interest 
to NFC GDP 

Explanatory variable 

[Period 1950-79] 

FRB Index of Capacity Utilization 

Inllation 

D5051 

D1970.... 

Time trend 

R2 
D-W • 
-

Measure 

Profits 

-0.513 
(-2.0) 

.188 
(4.3) 
.460 
(3.1) 
.034 
(.3) 

.032 
(4.0) 

-.044 
(-7.8) 

.910 
1.359 

-0.644 
(-2.5) 

.213 
(4.9) 
.514 
(3.C) 
.098 
(.9) 

.022 
(2.5) 

-.034 
(-4.8) 
-.079 
(-2.0) 

.920 
1.425 

After-tax profits 

-0.639 
(-2.5) 

.147 
(3.4) 
.518 
(3.6) 
.060 
(.5) 

-.011 
(-1.4) 
-.021 
(-3.8) 

.727 
1.309 

-0.450 
(-2.0) 

.112 
(3.0) 
.441 
(3.6) 

-.032 
(-.3) 
.003 
(.4) 

-.034 
(-5.6) 

.113 
(3.3) 
.806 

1.870 

After-tax profits 
plus net interest 

-0.792 
(-2.5) 

.159 
(3.0) 
.568 
(3.2) 
.163 
(1.2) 

-.020 
(-2.1) 
-.007 
(-1.0) 

.348 

.933 

-0.473 
(-2.2) 

.099 
(2.7) 
.437 
(3.7) 

-.008 
(.1) 

.004 
(.5) 

.030 
(-5.0) 

.191 
(5.8: 
724 

1 926 

If corporations target on NIPA profits 
in setting their markups, regression 
equations of the form of equation (17) 
should yield estimated coefficients of 
-1.0 for the ratios of IVA and CCAdj 
to NFC GDP. 

Alternatively, if corporations do 
count the portion of reported profits 
corresponding to IVA and CCAdj as 
part of their true profits and set their 
prices based on a measure similar to 
a desired ratio of reported profits to 
current-dollar sales, a "book profit il
lusion" would exist and a relationship 
of reported profits to business condi
tions would hold true rather than the 
relationship of NIPA profits to busi
ness conditions of equation (14): 

NOTE.—t-test statistics ore shown in parentheses. 
(18) 

pQ. 
^b,+b,B. 
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Table 8.—Equations Explaining the Ratio of Reported Corporate Proflts Plus Net Interest to NFC 
GDP 

[Period 1950-79] 

Explanatory variable 

D5051 

D1970 

R2 
D-W 

Equation number 

1 

-0.635 
(-.2) 
.202 
(2.9) 
.087 
(.4) 

-.027 
(-.2) 
.075 
(6.4) 

.682 

.780 

2 

-0.806 
(-2.6) 

.237 
(4.5) 
.384 
(2.2) 
.398 
(2.9) 
.044 
(3.9) 

-.166 
(-4.5) 

.820 

.996 

3 

-0.832 
(-2.6) 

.231 
(4.2) 
.394 
(2.2) 
.418 
(2.9) 
.045 
(3.9) 

-.004 
(-.4) 

-.153 
(-3.0) 

.814 
1.027 

4 

-1.343 
(-5.3) 

.513 
(7.4) 
.482 
(3.7) 
.290 
(2.9) 
.047 
(5.8) 

-.119 
(-1.8) 

.150 
(4.7) 

.905 
1.618 

5 

-0.563 
(-1.9) 

.283 
(6.8) 
.336 
(2.1) 
.637 
(4.3) 
.044 
(4.4) 

-.126 
(-3.5) 

-.468 
(-2.7) 

.859 

.645 

6 

-0.774 
(-2.5) 

.177 
(2.6) 
.247 
(1.2) 
.444 
(3.2) 
.037 
(3.0) 

-.189 
(-4.7) 

.111 
(1.3) 
.825 

1.185 

7 

1.097 
(-4.6) 

.520 
(8.6) 
.436 
(3.8) 
.482 
(4.4) 
.046 
(6.5) 

.120 
(-2.1) 

.135 
(4.8) 
.355 

( 2.9) 

.928 
1.335 

NOTE.—t-test statistics are shown in parentheses. 

Note that reported profits is NIPA 
profits less the two adjustments: 

(19) Wr=T-IVA-GOAdj. 

Substituting equation (19) in equation 
(18) yields: 

(20) ^-z:IY4:z^^M±l=b,+b,B. 
PH 

Rearranging terms, this equation may 
be written as: 

(21) W - ^ ^ " ^ * ' ^ + W ^ ^ Q ~ ' 

If corporations target on reported 
profits in setting their markups, re
gression equations of the form of 
equation (21) should yield estimated 
coefficients of 1.0 for the ratios of IVA 
and CCAdj to NFC GDP. Because 
equations (17) and (21) are linear 
transformations of one another, it 
would have been sufficient to esti
mate only one of the equations in 
order to test the competing hypoth
eses. Had only one equation been ex
amined, it would have been necessary 
to explain why estimated standard 
errors of the coefficients of one equa
tion could be used to test the alterna
tive hypothesis embodied in the other 
equation. 

As a corollary to these results, if 
firms target on reported profits, esti
mated equations explaining the ratio 
of reported profits plus net interest to 
NFC GDP should yield coefficients of 

0.0 for the ratios of IVA and CCAdj to 
NFC GDP. Similarly, if the hypoth
esis that firms act on NIPA profits is 
true, equations explaining the NIPA 
profits ratio to NFC GDP should yield 
coefficients of 0.0 for the ratios of IVA 
and CCAdj to NFC GDP. 

With the use of regression equa
tions of the form of equations (17) and 
(21), it is possible to test whether 
firms target on NIPA profits or re
ported profits. The results are some
what supportive of the hypothesis-
that corporations target on NIPA 
profits in setting their markups (table 
9). In the equations using NIPA prof-

Table 9.—Equations Using the Ratios of IVA 
and CCAdj to Current-Dollar NFC GDP to 
Explain the Ratio of Proflts to NFC GDP 

(Period 1950-79) 

Explanatory variable 

PRB Index of Capacity 

Change in labor 

D5051 

D1970 

RotiooflVAtoNFC 
GDP 

Ratio of CCAdj to NFC 
GDP 

R' 
D-W 

Profits measure 

NIPA profits 
plus net interest 

-0.734 
(-3.7) 

.235 
(6.3) 

.485 
(4.2) 
.202 
(2.2) 
.029 
(3.7) 

-.024 
(-5.1) 

.447 
(2.4) 

-.050 
(-.4) 
.904 

1.647 

-0.720 
(-3.5) 

.234 
(6.1) 

.483 
(4.1) 
.189 
(1.9) 
.029 
(3.6) 

-.026 
(-3.7) 
-.014 

(.3) 

.444 
(2.3) 

.095 
(-.5) 
.900 

1.695 

Reported profits 
plus net interest 

-0.734 
(-3.7) 

.235 
(6.3) 

.485 
(4.3) 
.202 
(2.2) 
.029 
(3.7) 

-.024 
(-5.1) 

-.553 
(-2.9) 

-1.050 
(-7.3) 

.927 
1.647 

0 720 
(-3.5) 

.234 
(6.1) 

.483 
(4.1) 
190 

(1.9) 
029 

(3.6) 
026 

(-3.7) 
014 
(.3) 

556 
(-2.9) 

1 095 
(-5.4) 

924 
1 695 

NOTE.—t-test statistics are shown in parentheses. 

its, the coefficients of the IVA and 
CCAdj ratios are different from 1.0 at 
the 0.95 level. Similarly, in the re
ported profits equations, the coeffi
cients of the IVA and CCAdj ratios 
are different from 0.0 at the 0.95 
level. None of these results are con
sistent with the hypothesis that cor
porations target on reported profits. 
In the reported profits equations, the 
coefficients of CCAdj are not different 
from —1.0 at the 0.95 level; in the 
NIPA profits equation the coefficients 

Table 10.—Equations Using Rates of Return on Nonflnancial Net Current-Dollar Reproducible 
Tangible Capital Stock Using Various Measures of Proflts and Net Interest 

[Period 1950-79] 

Explanatory variable 

D5051 

D1970 

R2 
D-W 

Measure 

NIPA 
profits 

-0.593 
(-2.6) 

.248 
(6.4) 
.478 
(3.7) 
.014 
(.1) 

.021 
(2.5) 

-.036 
(-5.6) 

.004 
(.1) 

.918 
1.702 

NIPA 
profits 

plus net 
mterest 

-0.591 
(-2.6) 

.250 
(6.4) 
.474 
(3.7) 
.016 
(.2) 

.022 
(2.6) 

-.033 
(-5.1) 

.070 
(2.0) 
.878 

1.665 

After
tax 

NIPA 
profits 

-0.407 
(-2.0) 

.132 
(3.8) 
.385 
(3.4) 

-.052 
(-.6) 
.004 
(.5) 

-.032 
(5.6) 
.121 
(3.8) 
.812 

1.789 

After
tax 

NIPA 
profits 

plus net 
mterest 

-0.406 
(-1.9) 

.134 
(3.6) 
.381 
(3.2) 

-.050 
(-.5) 
.005 
(.6) 

-.029 
(-4.8) 

.187 
(5.6) 
.745 

1.637 

Report
ed 

profits 

-0.697 
(-3.2) 

.275 
(7.4) 
.387 
(3.2) 
.204 
(2.1) 
.038 
(4.9) 

-.015 
(-2.6) 
-.113 
(-3.4) 

.923 
1.158 

Report
ed 

profits 
plus net 
interest 

-0.695 
(-3.7) 

.277 
(8.7) 
.383 
(3.7) 
.206 
(2.5) 
.039 
(5.9) 

-.012 
(-2.4) 
-.048 
(-1.7) 

.915 
1.570 

After
tax 

reported 
profits 

-0.510 
(-2.5) 

.159 
(4.6) 
.294 
(2.6) 
.138 
(1.5) 
.021 
(2.9) 

-.012 
(-2.1) 

.004 
(.1) 

.730 
1.456 

After
tax 

reported 
profits 

plus net 
interest 

-0.508 
(-2.8) 

.161 
(5.2) 
.290 
(2.9) 
.140 
(1.7) 
.022 
(3.4) 

-.009 
(-1.7) 

.069 
(2.5) 
.695 

1.891 

'4 , 

> 

NOTE.—t-test statistics are shown in parentheses. 
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of CCA4J are not different from 0.0 at 
the 0 . ^ level. Both of these results 
support the hypothesis that firms 
target on NIPA profits. Two sets of 
results are inconsistent with this hy
pothesis, however. In the reported 
profits equations the coefficients of 
the IVA ratio is different from —1.0 
at the 0.95 level and in the NIPA 
profits equations, the coefficients of 
the IVA ratio are different from 0.0 
at the 0.95 level. Thus, the results are 
partially supportive of the hypothesis 
that corporations base their actions 
on NIPA profits; the results provide 
no support to the hypothesis that cor
porations base their actions on report
ed profits. 

With the addition of the ratios of 
IVA and CCAdj to NFC GDP as ex
planatory variables, the 1970's shift 
dummy variable becomes significant 
in the reported profits equation. The 
increases, in the 1970's, in inventory 
profits and profits corresponding to 
the misdepreciation of capital (that is, 
corresponding to the IVA and CCAdj), 
were coincidentially sufficient to 
offset the downward shift in NIPA 
profits; these profits are included in 
reported profits but not NIPA profits. 

Regression equations for other 
measures of NIPA and reported prof
its also gave some support to the hy
pothesis that firms target on NIPA 
profits. See appendix table A.4 for se
lected equations with these other 
measures. 

Appendix Tables 

Table A.l.—Equations Explaining the Ratio of 
NIPA Corporate Proflts Plus Net Interest to 
NFC GDP 

Table A.2.—Equations Explaining the Ratio of 
Reported Corporate Profits Plus Net Interest 
to NFC GDP 

Explanatory variable 

Ratio of actual to potential GNP... 

• R ! 

D-W 

Period 

1950-59 

-0.280 
(-1.5) 

.453 
(2.4) 
.345 
.954 

1960-69 

-0.116 
(-.8) 
.285 
(1.8) 
.207 
.472 

1970-79 

0.130 
(.0) 

.001 
(1.3) 
.000 

1.661 

NOTE.—t-test statistics are shown in parentheses. 

Explanatory variable 

Ratio of actual to 

R2 
D-W 

Period 

1950-69 

-0.276 
(-1.3) 

.459 
(2.2) 
.172 
.406 

1950-59 

-0.412 
(-1.3) 

.609 
(1.9) 
.226 
.739 

1900-69 

-0.054 
(-.5) 

.221 
(2.0) 
.252 
.674 

1970-79 

0.869 
(2.2) 

-.218 
(-1.2) 

.062 

.721 

NOTE.—t-test statistics are shown in parentheses. 

Table A.3.—Equations Explaining the Ratios of Various Measures of Reported Profits arid Net 
Interest to Current-Dollar NFC GDP 

[Period 1950-79] 

Explanatory variable 

D5051 

R" 
D-W 

Measure 

Profits 

1 

-0.749 
(-2.1) 

.257 
(4.3) 
.375 
(1.9) 
.334 
(2.2) 
.043 
(3.3) 

-.262 
(-6.2) 

.856 

.743 

2 

-1.137 
(-4.1) 

.583 
(8.1) 
.445 
(3.3) 
.389 
(3.0) 
.046 
(5.4) 

-.067 
(1.0) 
.169 
(4.8) 

-.334 
(-2.3) 

.937 
1.209 

After-tax profits 

3 

-0.553 
(-1.9) 

.156 
(3.1) 
.301 
(1.8) 
.202 
(1.6) 
.024 
(2.2) 

-.071 
(2.0) 

.575 
1.064 

4 

-0.684 
(-3.4) 

.411 
(8.0) 
.323 
(3.3) 
.374 
(4.0) 
.026 
(4.2) 

-.182 
(-3.7) 

.111 
(4.7) 

-.495 
(-4.7) 

.866 
1.497 

After-tax profits 
plus net interest 

5 

-0.618 
(-2.3) 

.137 
(3.1) 
.311 
(2.1) 
.272 
(2.4) 
.025 
(2.6) 

.024 
(.8) 

.541 
1.464 

6 

-0.655 
(-4.1) 

.350 
(8.6) 
.317 
(4.1) 
.471 
(6.3) 
.027 
(5.5) 
.236 
(6.0) 
.088 
(4.6) 
.514 

( 6.1) 
.883 

1.894 

NOTE.—t-test statistics are shown in parentheses. 

Rates of return 

The cyclical nature of the rate of 
return to nonfinancial corporate capi
tal suggests that equations relating it 
to business conditions should yield re
sults qualitatively similar to those 
found for the ratio of profits to NFC 
GDP. The basic functional form of the 
equations examined is: 

(22) 
K 

=bo-\-b,B. 

In this equation, the rate of return 
is measured by the ratio of NIPA 
profits plus net interest to current-
dollar domestic nonfinancial corpo
rate reproducible tangible capital 
stock, valued at replacement cost. As 
was true for the ratio of profits to 
NFC GDP, various alternative meas
ures of profits, with and without net 
mterest, may be substituted for the 

Table A.4.—Equations Using the Ratios of IVA and CCAdj to Current-Dollar NFC GDP to 
Explain the Ratios of Various Measures of Profits and Net Interest to Current-Dollar NFC GDP 

(Period 1950-79] 

Explanatory variable 

Constant 

FRB Index of Capacity Utilization.. 

Change in labor productivity 

Infiation 

D5051.. 

D1970 

Ratio of IVA to current-dollar NFC GDP 

Ratio of CCAdj to current^lollar NFC GDP.. 

Time trend 

R' 
D-W.. 

Measure 

NIPA 
profits 

-0.696 
(-3.1) 

.25!) 
(6.2) 
.493 
(3.9) 
.129 
(1.2) 
.029 
(3.2) 

-.033 
(-4.4) 

.496 
(2.4) 

-.315 
(-1.4) 
-.031 
(-.6) 
.936 

1.570 

NIPA 
profits 
plus 
net 

interest 

-0.720 
(-3.5) 

.234 
(6.1) 
.483 
(4.1) 
.190 
(1.9) 
.029 
(3.6) 

-.026 
(-3.7) 

.444 
(2.3) 

-.095 
(-.5) 

-.014 
(-.3) 
.900 

1.695 

After
tax 

NIPA 
profits 

-0.500 
(-2.3) 

.128 
(3.2) 
.409 
(3.4) 
.040 
(.4) 

.009 
(1.1) 

-.028 
(-3.9) 

.339 
(1.7) 
.162 
(.8) 

.088 
(1.9) 
.816 

1.699 

After
tax 

NIPA 
profits 
plus 
net 

interest 

-0.524 
(-2.7) 

.105 
(2.9) 
.399 
(3.6) 
.101 
(1.0) 
.010 
(1.3) 

-.021 
(-3.2) 

.287 
(1.6) 
.382 
(2.0) 
.133 
(3.1) 
.765 

1.869 

Report
ed 

profits 

-0.696 
(-3.1) 

.258 
(6.2) 
.493 
(3.9) 
.129 
(1.2) 
.029 
(3.2) 

-.033 
(-4.4) 
-.504 
(-2.4) 

-1.316 
(-5.9) 
-.031 
(-.6) 
.944 

1.570 

Report
ed 

profits 
plus 
net 

interest 

-0.720 
(-3.5) 

.234 
(6.1) 
.483 
(4.1) 
.190 
(1.9) 
.029 
(3.6) 

-.026 
(-3.7) 
-.656 
(-2.9) 

-1.095 
(-5.4) 

.014 
(.3) 

.924 
1.695 

After
tax 

report
ed 

profits 

-0.500 
(-2.3) 

.128 
(3.2) 
.409 
(3.4) 
.040 
(.4) 

.009 
(1.1) 

-.028 
(-3.9) 
-.661 
(-3.3) 
-.838 
(-3.9) 

.088 
(1.9) 
.787 

1.699 

After-
tax 

report
ed 

profits 
plus 
net 

interest 

-0.530 
(-2.7) 

.106 
(2.9) 
.401 
(3.6) 
.105 
(1.1) 
.010 
(1.3) 

-.021 
(-3.2) 
-.712 
(-3.9) 
-.625 
(-3.2) 

.133 
(3.1) 
.758 

1.871 

NOTE.—t-test statistics are shown in parentheses. 
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one given in equation (22). Regression 
equations using alternative measures 
of the rate of return as the dependent 
variable and the various measures of 
business conditions, trends, and shifts 
as explanatory variables gave results 
similar to those discussed above for 
equations explaining the ratio of prof
its to NFC GDP (table 10). The major 
departure in results is that in equa
tions for the various measures of re
ported profits, the 1970's shift vari
able usually has significantly negative 
coefficients, although the coefficients 
are much smaller than those in equa
tions explaining the rates of return 
using the various measures of NIPA 
profits. 

Summary of Section II.—Regression 
equations, based on a short-run 

theory about corporate profits that as
sumes that markups on normal costs 
determine prices, do a generally good 
job of explaining movements in the 
ratios of various measures of profits 
to NFC GDP. 13 These ratios are sig
nificantly related to cyclical business 
conditions and to various other meas
ures of economic conditions. The 
ratios were also found to be 0.02 to 
0.03 higher than economic conditions 
indicated in 1950 and 1951, at the be
ginning of the Korean War. In addi
tion, for the various measures of 
NIPA profits, the ratios to NFC GDP 

13. The regression equations are also compatible 
with some long-run theories of corporate profits that 
are based on linear-homogeneous production func
tions. See, for example, Nordhaus, op. cit., 194-198. 

were 0.02 to 0.03 lower than economic 
conditions indicated in the 1970-79 
period. This drop did not occur for the 
various measures of reported profits. 

Tests based on regression equations 
were somewhat supportive of the hy
pothesis that corporations used NIPA 
measures of profits in determining 
markup rates, and were not suppor
tive of the hypothesis that the drop in 
NIPA profits occurred because corpora
tions suffered a book profit illusion by 
setting markups based on reported 
profits. That reported profits did not 
shift downward can be accounted for 
by coincidential increases in inven
tory profits and profits attributable to 
the misdepreciation of capital—which 
are included in reported profits but 
excluded from NIPA profits. 
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